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FEDERAL RESERVE BOARD 

WASHINGTON 

July 13, 1922. 

SUBJECT: Eligibility of paper of cooperative nurketing associations·, 

Dear Sir: 

For your information, there is enclosed herewith a copy · 
of a letter Which the Eoard has just approved and sent to the 
Governor of the Federal Reserve J3ank of Richmond, and \Wlich con
stitutes a ruling by the Board with regard to the eligibility of 
certain classes of paper of cooperative marketing associations. 

There is also enclosed a copy of s. merr~randum prepared by 
the :Board's Counsel explaining this ruling in the light of certain 
previous rulings. 

Federal Reserve J3~:s are at liberty, of course, to 
circulate copies of the J3oard 1 s letter ·in :.st.ccordance with whatever 
policy may have been established with regard to the circulation of 
rulings, but the Board does not believe it is advisable or necessary 
to give any ·.vide or general circulation: to the mEimorandum of counssl. 

Yours very truly, 

G o v e r n o r. 

(Enclosw:es) 

.ALL FEDERAL RESERVE AGENTS !MD GOVERNORS~ 
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M:r. Georg~ J. Seay, 
Governor, Federal Reserve Bank, 
Richmond, Virginia. 

Dear Governor Seay: 

July 10 1 1~22 

The Federal Reserve Board has given careftu consideration 
to your letter of June 1, 1922, with refer~:mce tc t.he eligibility 
of paper created by a Tobacco Growers 1 Cooperative .As'Jc.·ciation which 
has been formed recently embracing the States of Virginia, North 
Carolina and South Carolina. 

It appears that this association, like that described in 
the ruling ~blished on page 1199 of the Federal Reserve BuJ.letin for 
October, 1921. is a non-stock and non-profit corporation, and its 
members consist exclusiv$ly of growers of ·tc·bacco who have ag::eed 
to sell and deliver to the association all the tobacco grown by or 
for them, or acquired by them as landlords or lessors. The agreements 
between the growers and the association provide for the distribution 
of the proceeds of each pool pro rata among the growers who have 
contributed to that pool. The association is given power to sell 
the tobacco in such form and upon such terms as may be deemed most 
advantageons to the growers, it being conteaplated that a part of 
the tobacco will be sold without being redried and that such of the 
tobacco as cannot be sold at a reasonable price in that form will 
be redried and stored by the association and sold as there is a de
mand for redried tobaeco. The association is also specifically given 
the right to "borrow money in its name on the tobacco, through 
drafts, acceptances, notes or otherwise, or on any warehouse receipts 
or bills of lading or upon any accounts for the sale of tobacco or 
on any conmercial paper delivered therefor"; and it is agreed that 
the association 11shall pro-rate the money so received among the 
growers equitably, as it ~ determine, for each district and period 
of deli very. '' 

The first question is as to the eligibility for re
discount at Federal Reserve Banks of notes made by the association 
and discounted at banks for the purpose of obtaining f~c.s with which 
to In9lte payments to the growers for tobacco delivered by them. This 
question depends upon whether the payments are to be regarded as 
payments on account of the purchase price of goods bl:n.lt,ht by the 
association, in Which case the proceeds of the association!s notes 
may be said to be used for a conmercial purpose which woltld. make 
the notes eligible, or are to be regarded as advances or loa~s, 
in which case the proceeds mnst be said to be used for a finance pur
pose which vc.-ould make the notes ineligible. 
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The agreement between the association and the growers :puts the 
transaction in the form of a sale and transfers title in the tobacco 
to the association and gives the association full control over the 
tobacco and over the :t"esale thereof, so that unless the form of the 
transaction is to be disregarded the :proceeds of the association's 
notes may be said to be used for the com"!lercial purpose of buying the 
tobacco from the growers and the association's notes may be considered 
eligible for rediscount When they have maturities not in excess of 90 
days and when they otherwise comrly with the :provisions of the law and 
the Board's regulations. It is tru.e tr...at the sales of tobacco by the 
growers to the association have the unusual feature that the :purchase 
price is not fixed at ·the time of delivery, but is dependent upon the 
:price at which the tobacco is resold by the association, so that the 
risks incident to resale by the association are borne by the gl~owersj 
and for this re~son the Board has held that for some :purposes the 
transactions between growe:t.~s and such associations should be regarded 
in substance as consignments rath8r than sales-- Considering, however, 
that a cooperative marketing asso:::iat~.on is a nonv·rrofit corporation 
and in the last analysis the partici9ating members rather than the 
association itself must assume the ultimate risk of loss and must 
benefit directly from any gain resulting from the operation of the 
association, these transactions between the association and its 
members conform to the usual type of sale as closely as they can 
consistently with the nature and purposes of an association of this 
character. In other words, there is no material difference between 
these transactions and ordL~ary sales except that the sellers, the 
growers, have the ultimate hope of gain and risk of loss resulting 
from resale by the :purchaser, the association, and this difference 
exists by reason of the relation that necessarily exists between 
the association and its rr~mbers; so that to conclude that the trans
actions are not sales when considered from the :point of view of the 
association would be in effect to say that it is impossible for the 
association and its members to engage in purchase and sale trans
actions between themselves~ 

The Board is of the opinion, therefore, that the notes of the 
association, the :proceeds of which have been or are to be used to 
make payments to the growers for tobacco delivered to the association, 
may be.considered eligible for discount by Federal Reserve Banks with 
maturities not in excess of 90 days, provided, of course, that the 
notes con:ply in other respects with relevant provisions of law and 
the regulations of the Federal Reserve 5oard. 

The se·cond question relates to tlle eligibility of drafts drawn 
upon the association by the growers, accepted by the association, and 
discounted by the growers at thej_r banks. As was held in the ruling 
published in the October 1921, Bulletin such drafts are eligible for 

('!''!:::' 
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rediscount as agricultural paper if the proceeds are used by the growers 
for an agricultural purpose. You state. however, that it appears to you 
that practically the only use which the growers are likely to make of 
the proceeds of such drafts men discounted is to pay debts previously 
incurred by them in growing and harvesting the crop, and that, unless 
this can be held. to be using such funds for an agricultural purpose, 
little or no agricultural paper can be created in this way. 

In defining the c~racter of notes, drafts and bills of 
exchange eligible for rediscount, in Section II of its Regulation A, 
_the Board has datermined that, n(a) It rr.ust be a note, draft, or 
bil~ of exchango which has been issued or drawn, or the proceeds of 
which have been used or are to be used in the first instance, in pro
ducing1 purchasing, carrying, or mc,rketing goods in one or more of the 
steps of the process ; of production,manufacture, or distribution, 
or for the purpose of ~rying or trading i~ bonds or notes of the 
United States." The Board has held heretofore that for all practical 
purposes any note which is secured by Goverr.unaat bonds usually may be 
considered to be drawn eithar for the purpose of carrying or trading 
in those bonds within the meaning of the Federal Reserve Act, and 
it should not be incumb<Snt upon a Federal Reserve Bank to look further 
than that fact in ord~r to determine tha technical eligibility of such 
a note. That holding was based on the theory that if the owner of 
bonds has obliga~ions which he cannot meet without either selling 
his bonds or borrowing money on them, the borrowing of money on such 
bonds with vfu.ich to meet his obligations enables him to 11 carry11 the 
bonds. Similarly, money borrowed by a·grower to enable him to meet 
his obligations wimhout selling his crop immediately enables him to 
"c.tu-ry11 the crop. The Board 1 s ansv,er to your specific inquiry is, 
therefore, that when a grower delivers his crop to a cooperative 
marketing association which is actually engaged in orderly marketing, 
and when the grower is obliged to borrow money for ordinary genaral 
purposes, such as the payment of obligations previously incurred in 
growing or harvesting the same crop 1 a draft drawn by the grower 
on the association for a part of the market value of the crop may 
properly be considered to be drawn for an agricultural purpose. 

It is well recognized that agricultural products should 
not be dUJI!Ped upon the market as soon as grown, but on the contrary 
should be marketed gradually as and when there is a normal demand. 
Consequently, the carrying of tobacco and other agricultural products 
for such periods af. are reasonably necessary in order to accocrplish 
the orderly marketing thereof is a legitimate and necessary step 
incident to normal distribution, and the Board has held heretofore 
that a farmer's note which is drawn, or the proceeds of which are 
used, to finance the carrying of the farmer's products for such 
rea&enable period is a note which has been issued or drawn for an 
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agricultural purpose within the meaning of Section 13 of the Fed
eral Reserve Act and which may, therefore, be eligible for discount 
by Federal Reserve Banks. It is hard to imagine how a grower could 
use the proceeds of a loan to finance the carrying of a crop except 
by using them to meet obligations or make necessary expenditures 
which would necessitate the immediate sale of his crop if he did not 
obtain a loan. 

It must be recognized, however, that there is a distinction 
between carrying agricultural products for such periods as are 
reasonably necessary to effect orderly marketing and mere specula-
tive withholding from the market, at a time when there is a normal 
demand, in the hope ultimately of ob tainj.ng a higher price. Such with
holding is not an agricultural purpose vdthin the meaning of Section 
13, and if a marketing association should engage in such a specula
tive holding of a crop instead of marketing it in an orderly manner, 
drafts drawn to finance the growers of such a crop during the hold-
ing of it for speculation should not be considered to be drawn for 
an agricultural purpose. The exac:t di vid.ing line between legitimate 
carrying and speculative withholding is, of course, very difficult 
to determine. The question of whether a doubtful case falls on · 
one side or the other of this line is a question.of fact which it 
is not for the Federal Reserve Board to determine b·u.t which should 
be determined rather by the local bank whose customer desires the 
loan and by the Federal Reserve Bank if the paper representing 
the loan is offered for rediscount. 

:...; ·~·· "i 

The third question raised in your letter relates to the 
eligibility of ·paper creatad by tha association and secured by 
warehouse receipts for tobacco stored in warehouses v.hich, although they 
may be owned by the association or by corporations organiZed and 
controlled by the association, yet have independent management 
and organization. Inasrr.uch as the eligibility of paper other than 
bankers' acceptances is not dependent upon the existence of char- . 
acter of collateral security, the question whether such paper of 
the association is technically eligible for rediscount is not de
pendent upon whether the warehouse issuing the receipt offered as 
collateral security is independent of the borrower. The character 
of a warehouse receipt or other security offered as collateral 
for paper other than banksrs 1 acceptances is material only as bear
ing upon the acceptability of the pa:rer as distinguished from 
its eligibility, and t~e question of the acceptability is for the 
determination of the Federal Reserve Banks rather than the Federal 
Reserve Board. 

The subject of the eligibility of bankers' acceptances 
drawn by cooperative marketing associations against warehouse 
receipts covering agricultural commodities was discussed in a 
ruling issued by the Board under date of July 20,192l,copies of 
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which were sent to the Governors and FederalReserve Agents of all 
Federal Reserve Banks ~ndez date of July 27, 1921 (X-3175) and acceptances 
drawn by the associaticn now undex- c.o~1sicler.a.tic.n against .warehouse receipts 
issued by warehouse corpor-aticn.s o:x·ganizet'l. by it would come within the 
principles set forth in that rtlli:cg. Inasm:tch as this association takes 
title to the tobacco and is given full control thereof and is, moreover, 
specifically given the right to bo:rrow ro.':lney in its own name on warehouse 
receipts issued. against the tobacc•.,, it is cJ.ear. that it can store the 
tobacco and obtain negotiable warehouse receipts conveying security title. 
The Board has in<iicat.ad already t."le gen.ex-al principles to be a,:;phed by 
Feder~n Resex-ve Ea>ks in dete:rm.j.ning unde.z· wbat ci1·cumstances warehouses 
are to be con~iderecl ir.depenc.ent; of the "Sor:rowers in passing upon bankers' 
acceptances, and the appHcation of those principles to specific cases 
involves questions of fact which are prirn?...rily for the determination of the 
Federal Reserve B~~s. See rulings on pages 31, 634 and 862, respectively 
of the 1918 Bulletin. · 

Yours very truly, 

(Signed) W. P. G. HARDING 

Governor. 

~-~. ,~ ri 
....... '"' "- ' 
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OFFICE CORRESPONDENCE. 

To - The Federal Reserve Board 

From- WalterS. Logan-General Counsel 

X-3474b 
June 10 , 1922 

Sub,)ect: Notes of Cooperative 
Marketing Associations-Reply to 
Letter of June 1st from Governor 
Seay. 

There is subrni tted herewith a dr::Ut of reply to Governor Seay 1 s 
letter of June 1, 1922, in M1ich he raises three questions as to 
the eligibility of paper arising out of the operations of the Tobacco 
Growers Cooperative Association formed recently nnd embracing the 
States of Virginia, North Carolina and South Carolina. The answer 
to the second and third questions do not, in~ opinio~, involve 
any new principle, although the answer to the second question con
tains a more precise definition than the Board has given before of 
the circumstances under which paper m~y be said to be drawn for the 
purpose of carrying agriGultural products pending orderly marketing. 
The first quest:ton, however, raises an important point never passed 
upon in any published. ruling, and the suggested answer to vmich is 
contrary to opinions expressed in two informal letters which were 
approved by the Board but not published, and may be thought to be 
inconsistent also with previous published rulings of the Board upon 
several other related points. I wish to submit to the Board, 
therefore, in connection with the answar to this first question, a 

;-~~. _, '- r:-: 
-;...,~ ....__ ... _ t' 

full discussion of the subject so that the Board may fully understand 
the effect of the proposed ruling and so that if the ruling is ap
proved the Board may be prepar3d to answer any future inquiries calling 
for a reconciliation of the ruling with certain former rulings. 

Governor Seay's first question is as to the eligibility of notes 
made by the cooperative ITarketing association for the purpose of 
raising funds with which to pay the growers for tobacco delivered to 
the association. The transactions betw~een the association and the 
growers are in the form of sales, the association taking title to the 
tobacco delivered and having full control over and power to sell and 
hypothecate the tobacco. The final purchase price to be paid by the 
association is not, however, fixed at the time of delivery, but is 
dependent upon the average price at which all the tobacco of the same 
kind and quality is resold, so that the growers, rather than the 
association, assume the risks incident to the resale. In the draft 
of letter whiCh I have prepared I have suggested that this first 
question be answered by stating that the Board is of the opinion that 
the notes of the association, the proceeds of which al:'e to be used 
to make payments to the growers for tobacco delivered by them, may 
be considered eligible for rediscount, with maturities not in excess 
of 90 days, provided, of course, that the notes comply in other re
spects with the provisions of the law and the regulations of the 
Board. 

There are three published rulings in regard to cooperative mar
keting association paper which might possibly be thought to be incon
sistent with the ruling now proposed. The first is the ruling in which 
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the Board stated that drafts drawn by growers and accepted by cooperative 
marketing associations should not be considered trade acceptances, be
cause the transactions between the growers and the associations are in 
substance consi~~ents rather than sales. This ruling was made in a 
letter, dated October 22, 1920, to Mr. Aaron Sapiro, and was referred to 
in a ruling published in the October, 1921, ~~lletin, pages 1199 and 1200. 
I do not believe, however, that there is any difficulty in reconciling the 
proposed ruling with the ruling just mentioned, because the law does not 
in any way define trade acceptances and the Board may decide upon any 
basis it deems reasonable whether or not a certain instrument should or 
should not be included within this special class of eligible paper. In 
o'ther words. there is no real inconsistency in saying that the transactions 
between the association and the growers are in form sales and will be so 
regarded in determining the eligibility of the notes of the association 
and in saying at the same time that the transactions are not sales of a 
kind that can be made the basis of trade acceptances which are supposed to 
be a particularly desirable kind of paper and which may be accorded-a pre
ferential rate. 

(~ ,f! (~~ 

·J ... '· 

The second of the former published rulings that I have in mind, 
and the one which is most difficult to reconcile with the ruling now pro
posed, is the main part of the ruling on p&ge 1199 of the October, 1921, 
Bulletin, to the effect that drafts dra>vn by growers and accepted by a 
cooperative marketing association, simila~ to the one now under consider
ation, may be eligible for rediscount with maturities up to six months, 
because they may be considered agricultural rather than commercial paper. 
This ruling was made also on the ground that the transactions between the 
growers and the association were in substance consignments rather than 
sales, so that in accepting the drafts the association was in effect leAd
ing its credit to the growers, rather than making payment for goods pur
chased, thereby constituting the growers the real borrowers and making the 
classification of the drafts dependent upon the use of the proceeds made 
by the growers. I believe that the Board was justified in regarding these 
transactions in substance as consignments rather than as sales in con-

sidering the classification of the draftsj for from the point of view of 
the growers, the transactions c0nstitute something in the nature of ir-

. revocable consignments with transfers of title, th·3 grower r s right against 
the association being cond.itior.el,both as to the maturity and amount, upon 
the resale by the associa~ion. From the point of view of hl1e association, 
however, which is the important angle in considering the eligibility of the 
notes of the associat10n itself, the t.ras.actionc between the association 
and the gro-wers are as much saies as they can be consistently with the 
nature and purposes of an association of this character. I have tried to 
make this point clear in the dr<:tft of letter to Go·1ernor Seay. T.he only 
difference between these transa0tions and sales between ordinary persons 
and corporations is that the u.ltimate risk of loss is borne by the sellers, 
the growers, rather than the purchaser, the asscc:.e.t:'.c·1, and this differ
ence is inherent in the relation of the associ"Ltion to its members, the 
association being a non-profit corporation which has no capj.tal out of 

·which to pay losses and which must distribute all of its profits among its 
members. 
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· There is7turther ground upon which the ruling now proposed can be 
reconciled with ~e former ruling with regard to the classification of 
drafts drawn by growers and accepted by cooperative marketing associa
tions.. There would have been no question but ~at these drafts mi@lt 
be classified as agriculttu·al paper had it not been for the rulings of 
the Board to the effect that paper given by a dealer to a f~r in 
payment for agricultural products should be regarded as commercial rather 
than agricultural paper. In these rulings it was recognized that in such 
cases the purChaser is the real taker of credit and since he is engaged in 
a commercial business his paper should be regarded as commercial paper 
rather than agricultural paper. On the other hand, however, the Board 
has recognized that the eligibility of pape't' given in payment for articles 
purchased~ in some cases be detennined by looking at the transactions 
from the point of view of the seller instead of the purchaser. For example, 
a note given by the purchaser of a pleasure automobile to an automobile 
dealer would be eligible as commercial paper, although from the p~~uot of 
view of the purchaser the automobile would be a permanent or fixed invest
ment·. From the point of view of the dealer the sale of the automobile is 
a commercial transaction regardless of the p~rpose for Which it is to be 
used by the purchaser, and the purchaser's paper in the handS of the dealer 
would be commercial or business paper actually owned by him. Simila't'ly, 
a. sale of agricultural products by a farmer to a dealer or a cooperative 
marketing association is an agricultural transaction from the point of 
view of the farmer; and the paper which he receives from the purchaser as 
a result of such sale is agricultural. paper in his hands. 

I do not mean to suggest that the Board should have ruled otherwise 
·with respect to paper given by a dealer to a farmer. A dealer's normal 

turnover would not seem to reQ:uire in excess of 90 days and as a general 
. rule., therefore, it would not be proper for the dealer to purchase com-
modi ties on credit terms in excess of 90 days·. I am suggesting merely 
that it would have been legally possible for 'the Board to regard the 
transaction between the dealer and the farmet from the standpoir~t of the 
seller, and to rule that paper ghen by the purchasing dealer to the sell
ing farmer might be considered agricultural paper, and that by analogy the 
Board's rul~ng in regard to the classification of drafts drawn by g:rowers 
upon cooperative marketing associations can be justified on the tb.eory that 
in considering such drafts, which represent the direct obligations of the 
growers, it is proper to regard the transactions betwefm such associations _ 
and the growers :from the point of view of the lattez·. If this be t·ecogr:izso. 
as the correct basi.s for the nlling in regard to farmers 1 drafts accepted 
by cooperative marketing associations, there clearly is no co:d'lict in 
principle between that ruling and the ruling now propos~d, for the 
recognition that the transaction between the growel$ and the association is 
a sale could not then be used as an argument against the classific.:ttion of 

·the drafts as agricultural paper .. 

AlthoUfP. it is not necessary to consider this point at the present 
time, I am inclined to the opinion that the line of reasoning I rjave j1l5 ~ 
suggested is the true ground u:pon which to base the Iloard.is previous ruli.ng 
as to the classification of growers t drafts accepted by cooperative rra:::-l:et
ing associations. I£ this is so, it follows that technically as a LJ;),t~e!'. 
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of the law the drafts would be eligible irrespective of tlle use by the 
growers of the proceeds from subsequent discounts, and irrespective also 
of Whether the associations were engaged in sp•culative holdings or 
orderly ma.rketing4 It seems to me, however, that eligibility should as 
a matter of regulation be conditioned upon some further requirement, for 
the liquidity of the drafts is dependent, to a larger degree than is the 
case with drafts growing out of ordinary sales, upon the rate of resale. 
by the purChaser. In the former ruling it was stated that eligibility 
was conditioned upon the use by the growers of the proceeds of the drafts 
for agricultural purposes·. .As explained in the proposed answer to 
Governor Seay's second question, this requirement is complied with if toe 
association is actually engaged in orderly marketing and if the grower 
borrows money for ordinary general purposes such as the payment of obliga
tions previously incurred in growing or harvesting the sa.rxs crop-. 

The third ruling that may be thought to be inconsistent with the 
ruling now proposed 1a that published on page 1312 of the November, 1921 
:Bulletin, in which the l3oard held that notes of packing and marketing 
associations .should, When eligible at all, be classified as commercial 
rather than as agricultural paper. I do not think, however, that there 
is even an apparent conflict between these rulings. The ruling in regard 
to the classification of notes of packing and~ marketing associations 
was based upon the principle that the business of selling agricultural 
products by persons or corporations other than growers of such products 
must be regarded as a . comnercial business rather than as an agricultural 
business, and in the proposed ruling this principle is recognized by 
stating that the eligibility of the notes of the tobacco growers coopera
tive marketing association is conditional upon the notes having a maturity 
at the time of discount of not in excess of 90 days·. 

While, as this memo:tandum indicates, the logic of the Board's former 
rulings and the technical arguments that rna::y readily b~ adduced therefrom 
point somewhat to the opposite result, I feel nevertheless that the more 
liberal ruling suggested in the annexed draft of letter to Governor Seay 
is sound when the question be viewed from its broader aspect and does not 
contravene any principle which the Board has heretofore announced in its 
published ~ings. 

The proposed ruling is intended to have application only to cases 
where the facts correspond to those presented in Governor Seay's letter. 
That is, it is intended to apply only to associations which are strictly 
non-stock and non-profit, and which under their agreements with their 
members take full legal title to the commodities and have full control 
thereof. The ruling is not intended to apply to associations which 
operate on the consignment basis. 

WSL 
OMC 

· Respectfully, 

(Signed) Walter S. Logan 
General Counsel. 
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